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(c) Contract price adjustments. (1) With
the assistance of the auditor, the ACO
shall promptly analyze the cost impact
proposal to determine whether or not
the proposed change will result in in-
creased costs being paid by the Govern-
ment. The ACO shall consider all of the
contractor’s affected CAS-covered con-
tracts and subcontracts, but any cost
changes to higher-tier subcontracts or
contracts of other contractors over and
above the cost of the subcontract ad-
justment shall not be considered.

(2) The ACO shall then follow the
procedures in 30.602-1(c)(1).

(d) Remedies for contractor failure to
make required submissions. (1) If the con-
tractor does not submit the accounting
change description or the general dol-
lar magnitude of the change or cost im-
pact proposal (in the form and manner
specified), the ACO, with the assistance
of the cognizant auditor, shall estimate
the general dollar magnitude of the
cost impact on CAS-covered contracts
and subcontracts. The ACO may then
withhold an amount not to exceed 10
percent of each subsequent amount de-
termined payable related to the con-
tractor’s CAS-covered prime contracts
up to the estimated general dollar
magnitude of the cost impact, until the
required submission is furnished by the
contractor.

(2) If the contractor has not sub-
mitted the cost impact proposal before
the total withheld amount reaches the
estimated general dollar magnitude
and the ACO determines that an ad-
justment is appropriate (see 30.602), the
ACO shall request the contractor to
agree to the cost or price adjustment.
The contractor shall also be advised
that, in the event no agreement on the
cost or price adjustment is reached
within 20 days, the ACO may make a
unilateral adjustment subject to con-
tractor appeal, as provided in the
clause at 52.233-1, Disputes.

[57 FR 39587, Aug. 31, 1992, as amended at 59
FR 67043, Dec. 28, 1994; 61 FR 18918, Apr. 29,
1996]

30.603 Subcontract administration.

When a negotiated CAS price adjust-
ment or a determination of noncompli-
ance is required at the subcontract
level, the ACO cognizant of the subcon-
tractor shall make the determination
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and advise the ACO cognizant of the
prime contractor or next higher tier
subcontractor of the decision. The
ACOs cognizant of higher tier sub-
contractors or prime contractors shall
not reverse the determination of the
ACO cognizant of the subcontractor.

[57 FR 39590, Aug. 31, 1992; 57 FR 43495, Sept.
21, 1992; 61 FR 18918, Apr. 29, 1996]
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31.000 Scope of part.

This part contains cost principles
and procedures for (a) the pricing of
contracts, subcontracts, and modifica-
tions to contracts and subcontracts
whenever cost analysis is performed
(see 15.404-1(c)) and (b) the determina-
tion, negotiation, or allowance of costs
when required by a contract clause.

48 FR 42301, Sept. 19, 1983, as amended at 62
FR 51271, Sept. 30, 1997]

31.001 Definitions.

Accrued benefit cost method means an
actuarial cost method under which
units of benefits are assigned to each
cost accounting period and are valued
as they accrue; i.e., based on the serv-
ices performed by each employee in the
period involved. The measure of nor-
mal cost under this method for each
cost accounting period is the present
value of the units of benefit deemed to
be credited to employees for service in
that period. The measure of the actu-
arial accrued liability at a plan’s in-
ception date is the present value of the
units of benefit credited to employees
for service prior to that date. (This
method is also known as the unit cred-
it cost method without salary projec-
tion.)
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Accumulating costs means collecting
cost data in an organized manner, such
as through a system of accounts.

Actual cash value means the cost of
replacing damaged property with other
property of like kind and quality in the
physical condition of the property im-
mediately before the damage.

Actual costs, as used in this part
(other than subpart 31.6), means
amounts determined on the basis of
costs incurred, as distinguished from
forecasted costs. Actual costs include
standard costs properly adjusted for
applicable variances.

Actuarial accrued liability means pen-
sion cost attributable, under the actu-
arial cost method in use, to years prior
to the current period considered by a
particular actuarial valuation. As of
such date, the actuarial accrued liabil-
ity represents the excess of the present
value of future benefits and adminis-
trative expenses over the present value
of future normal costs for all plan par-
ticipants and beneficiaries. The excess
of the actuarial accrued liability over
the actuarial value of the assets of a
pension plan is the unfunded actuarial
liability. The excess of the actuarial
value of the assets of a pension plan
over the actuarial accrued liability is
an actuarial surplus and is treated as a
negative unfunded actuarial liability.

Actuarial assumption means an esti-
mate of future conditions affecting
pension cost; e.g., mortality rate, em-
ployee turnover, compensation levels,
earnings on pension plan assets, and
changes in values of pension plan as-
sets.

Actuarial cost method means a tech-
nique that uses actuarial assumptions
to measure the present value of future
pension benefits and pension plan ad-
ministrative expenses, and that assigns
the cost of such benefits and expenses
to cost accounting periods. The actu-
arial cost method includes the asset
valuation method used to determine
the actuarial value of the assets of a
pension plan.

Actuarial gain and loss means the ef-
fect on pension cost resulting from dif-
ferences between actuarial assump-
tions and actual experience.

Actuarial valuation means the deter-
mination, as of a specified date, of the
normal cost, actuarial accrued liabil-

31.001

ity, actuarial value of the assets of a
pension plan, and other relevant values
for the pension plan.

Allocate means to assign an item of
cost, or a group of items of cost, to one
or more cost objectives. This term in-
cludes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

Business unit means any segment of
an organization, or an entire business
organization which is not divided into
segments.

Compensated personal absence means
any absence from work for reasons
such as illness, vacation, holidays, jury
duty, military training, or personal ac-
tivities for which an employer pays
compensation directly to an employee
in accordance with a plan or custom of
the employer.

Cost input means the cost, except
general and administrative (G&A) ex-
penses, which for contract costing pur-
poses is allocable to the production of
goods and services during a cost ac-
counting period.

Cost objective, as used in this part
(other than subpart 31.6), means a func-
tion, organizational subdivision, con-
tract, or other work unit for which cost
data are desired and for which provi-
sion is made to accumulate and meas-
ure the cost of processes, products,
jobs, capitalized projects, etc.

Cost of capital committed to facilities
means an imputed cost determined by
applying a cost of money rate to facili-
ties capital.

Deferred compensation means an
award made by an employer to com-
pensate an employee in a future cost
accounting period or periods for serv-
ices rendered in one or more cost ac-
counting periods before the date of the
receipt of compensation by the em-
ployee. This definition shall not in-
clude the amount of year end accruals
for salaries, wages, or bonuses that are
to be paid within a reasonable period of
time after the end of a cost accounting
period.

Defined-benefit pension plan means a
pension plan in which the benefits to
be paid, or the basis for determining
such benefits, are established in ad-
vance and the contributions are in-
tended to provide the stated benefits.
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Defined-contribution pension plan
means a pension plan in which the con-
tributions to be made are established
in advance and the benefits are deter-
mined thereby.

Directly associated cost means any
cost which is generated solely as a re-
sult of the incurrence of another cost,
and which would not have been in-
curred had the other cost not been in-
curred.

Estimating costs means the process of
forecasting a future result in terms of
cost, based upon information available
at the time.

Expressly unallowable cost means a
particular item or type of cost which,
under the express provisions of an ap-
plicable law, regulation, or contract, is
specifically named and stated to be un-
allowable.

Facilities capital means the net book
value of tangible capital assets and of
those intangible capital assets that are
subject to amortization.

Final cost objective, as used in this
part (other than subparts 31.3 and 31.6),
means a cost objective that has allo-
cated to it both direct and indirect
costs and, in the contractor’s accumu-
lation system, is one of the final accu-
mulation points.

Fiscal year, as used in this part,
means the accounting period for which
annual financial statements are regu-
larly prepared, generally a period of 12
months, 52 weeks, or 53 weeks.

Funded pension cost means the por-
tion of pension cost for a current or
prior cost accounting period that has
been paid to a funding agency.

General and administrative (G&A) ex-
pense means any management, finan-
cial, and other expense which is in-
curred by or allocated to a business
unit and which is for the general man-
agement and administration of the
business unit as a whole. G&A expense
does not include those management ex-
penses whose beneficial or causal rela-
tionship to cost objectives can be more
directly measured by a base other than
a cost input base representing the total
activity of a business unit during a
cost accounting period.

Home office means an office respon-
sible for directing or managing two or
more, but not necessarily all, segments
of an organization. It typically estab-

48 CFR Ch. 1 (10-1-00 Edition)

lishes policy for, and provides guidance
to, the segments in their operations. It
usually performs management, super-
visory, or administrative functions,
and may also perform service functions
in support of the operations of the var-
ious segments. An organization which
has intermediate levels, such as
groups, may have several home offices
which report to a common home office.
An intermediate organization may be
both a segment and a home office.

Immediate-gain actuarial cost method
means any of the several actuarial cost
methods under which actuarial gains
and losses are included as part of the
unfunded actuarial liability of the pen-
sion plan, rather than as part of the
normal cost of the plan.

Independent research and development
(IR&D) cost means the cost of effort
which is neither sponsored by a grant,
nor required in performing a contract,
and which falls within any of the fol-
lowing four areas: (a) basic research,
(b) applied research, (c) development,
and (d) systems and other concept for-
mulation studies.

Indirect cost pools, as used in this part
(other than subparts 31.3 and 31.6),
means groupings of incurred costs iden-
tified with two or more cost objectives
but not identified specifically with any
final cost objective.

Insurance  administration  expenses
means the contractor’s costs of admin-
istering an insurance program; e.g., the
costs of operating an insurance or risk-
management department, processing
claims, actuarial fees, and service fees
paid to insurance companies, trustees,
or technical consultants.

Intangible capital asset means an asset
that has no physical substance, has
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the bene-
fits it yields.

Job, as used in this part, means a ho-
mogeneous cluster of work tasks, the
completion of which serves an enduring
purpose for the organization. Taken as
a whole, the collection of tasks, duties,
and responsibilities constitutes the as-
signment for one or more individuals
whose work is of the same nature and
is performed at the same skill/ respon-
sibility level—as opposed to a position,
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which is a collection of tasks assigned
to a specific individual. Within a job,
there may be pay categories which are
dependent on the degree of supervision
required by the employee while per-
forming assigned tasks which are per-
formed by all persons with the same
job.

Job class of employees, as used in this
part, means employees performing in
positions within the same job.

Labor cost at standard means a
preestablished measure of the labor
element of cost, computed by multi-
plying labor-rate standard by labor-
time standard.

Labor market, as used in this part,
means a place where individuals ex-
change their labor for compensation.
Labor markets are identified and de-
fined by a combination of the following
factors:

(1) Geography,

(2) Education and/or technical back-
ground required,

(3) Experience required by the job,

(4) Licensing or certification require-
ments,

(5) Occupational membership, and

(6) Industry.

Labor-rate standard means a
preestablished measure, expressed in
monetary terms, of the price of labor.

Labor-time standard means a
preestablished measure, expressed in

temporal terms, of the quantity of
labor.
Material cost at standard means a

preestablished measure of the material
elements of cost, computed by multi-
plying material-price standard by ma-
terial-quantity standard.

Material-price standard means a
preestablished measure, expressed in
monetary terms, of the price of mate-
rial.

Material-quantity standard means a
preestablished measure, expressed in
physical terms, of the quantity of ma-
terial.

Moving average cost means an inven-
tory costing method under which an
average unit cost is computed after
each acquisition by adding the cost of
the newly acquired units to the cost of
the units of inventory on hand and di-
viding this figure by the new total
number of units.

31.001

Nonqualified pension plan means any
pension plan other than a qualified
pension plan as defined in this part.

Normal cost means the annual cost at-
tributable, under the actuarial cost
method in use, to current and future
years as of a particular valuation date
excluding any payment in respect of an
unfunded actuarial liability.

Original complement of low cost equip-
ment means a group of items acquired
for the initial outfitting of a tangible
capital asset or an operational unit, or
a new addition to either. The items in
the group individually cost less than
the minimum amount established by
the contractor for capitalization for
the classes of assets acquired but in the
aggregate they represent a material in-
vestment. The group, as a complement,
is expected to be held for continued
service beyond the current period. Ini-
tial outfitting of the unit is completed
when the unit is ready and available
for normal operations.

Pay-as-you-go cost method means a
method of recognizing pension cost
only when benefits are paid to retired
employees or their beneficiaries.

Pension plan means a deferred com-
pensation plan established and main-
tained by one or more employers to
provide systematically for the payment
of benefits to plan participants after
their retirements, provided that the
benefits are paid for life or are payable
for life at the option of the employees.
Additional benefits such as permanent
and total disability and death pay-
ments, and survivorship payments to
beneficiaries of deceased employees,
may be an integral part of a pension
plan.

Pension plan participant means any
employee or former employee of an em-
ployer or any member or former mem-
ber of an employee organization, who is
or may become eligible to receive a
benefit from a pension plan which cov-
ers employees of such employer or
members of such organization who
have satisfied the plan’s participation
requirements, or whose beneficiaries
are receiving or may be eligible to re-
ceive any such benefit. A participant
whose employment status with the em-
ployer has not been terminated is an
active participant of the employer’s
pension plan.
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Pricing means the process of estab-
lishing a reasonable amount or
amounts to be paid for supplies or serv-
ices.

Profit center, as used in this part
(other than subparts 31.3 and 31.6),
means the smallest organizationally
independent segment of a company
charged by management with profit
and loss responsibilities.

Projected average loss means the esti-
mated long-term average loss per pe-
riod for periods of comparable exposure
to risk of loss.

Projected benefit cost method means ei-
ther—

(1) Any of the several actuarial cost
methods that distribute the estimated
total cost of all of the employees’ pro-
spective benefits over a period of years,
usually their working careers; or

(2) A modification of the accrued ben-
efit cost method that considers pro-
jected compensation levels.

Proposal means any offer or other
submission used as a basis for pricing a
contract, contract modification, or ter-
mination settlement or for securing
payments thereunder.

Qualified pension plan means a pen-
sion plan comprising a definite written
program communicated to and for the
exclusive benefit of employees that
meets the criteria deemed essential by
the Internal Revenue Service as set
forth in the Internal Revenue Code for
preferential tax treatment regarding
contributions, investments, and dis-
tributions. Any other plan is a non-
qualified pension plan.

Residual value means the proceeds,
less removal and disposal costs, if any,
realized upon disposition of a tangible
capital asset. It usually is measured by
the net proceeds from the sale or other
disposition of the asset, or its fair
value if the asset is traded in on an-
other asset. The estimated residual
value is a current forecast of the resid-
ual value.

Segment means one of two or more
divisons, product departments, plants,
or other subdivisions of an organiza-
tion reporting directly to a home of-
fice, usually identified with responsi-
bility for profit and/or producing a
product or service. The term includes
Government-owned contractor-oper-
ated (GOCO) facilities, and joint ven-
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tures and subsidiaries (domestic and
foreign) in which the organization has
a majority ownership. The term also
includes those joint ventures and sub-
sidiaries (domestic and foreign) in
which the organization has less than a
majority of ownership, but over which
it exercises control.

Self-insurance means the assumption
or retention of the risk of loss by the
contractor, whether voluntarily or in-
voluntarily. Self-insurance includes
the deductible portion of purchased in-
surance.

Self-insurance charge means a cost
which represents the projected average
loss under a self-insurance plan.

Service life means the period of useful-
ness of a tangible capital asset (or
group of assets) to its current owner.
The period may be expressed in units of
time or output. The estimated service
life of a tangible capital asset (or group
of assets) is a current forecast of its
service life and is the period over which
depreciation cost is to be assigned.

Spread-gain actuarial cost method
means any of the several projected ben-
efit actuarial cost methods under
which actuarial gains and losses are in-
cluded as part of the current and future
normal costs of the pension plan.

Standard cost means any cost com-
puted with the use of preestablished
measures.

Tangible capital asset means an asset
that has physical substance, more than
minimal value, and is expected to be
held by an enterprise for continued use
or possession beyond the current ac-
counting period for the services it
yields.

Termination of employment gain or loss
means an actuarial gain or loss result-
ing from the difference between the as-
sumed and actual rates at which pen-
sion plan participants separate from
employment for reasons other than re-
tirement, disability, or death.

Unallowable cost means any cost
which, under the provisions of any per-
tinent law, regulation, or contract,
cannot be included in prices, cost-reim-
bursements, or settlements under a
Government contract to which it is al-
locable.

Variance means the difference be-
tween a preestablished measure and an
actual measure.
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Weighted average cost means an inven-
tory costing method under which an
average unit cost is computed periodi-
cally by dividing the sum of the cost of
beginning inventory plus the cost of
acquisitions by the total number of
units included in these two categories.

[48 FR 42301, Sept. 17, 1983, as amended at 54
FR 13024, Mar. 29, 1989; 61 FR 39217, July 26,
1996; 61 FR 69288, Dec. 31, 1996; 63 FR 58596,
Oct. 30, 1998]

31.002 Availability of
guide.

Contractors needing assistance in de-
veloping or improving their accounting
systems and procedures may request a
copy of the guide entitled “Information
for Contractors” (DCAAP 7641.90). The
guide is available from: Headquarters,
Defense Contract Audit Agency, Oper-
ating Administrative Office, 8725 John
J. Kingman Road, Suite 2135, Fort
Belvoir, Virginia 22060-6219; Telephone
No. (703) 767-1066; Telefax No. (703) 767-
1061.

[61 FR 2640, Jan. 26, 1996, as amended at 63
FR 34080, June 22, 1998]

accounting

Subpart 31.1—Applicability

31.100 Scope of subpart.

This subpart describes the applica-
bility of the cost principles and proce-
dures in succeeding subparts of this
part to various types of contracts and
subcontracts. It also describes the need
for advance agreements.

31.101 Objectives.

In recognition of differing organiza-
tional characteristics, the cost prin-
ciples and procedures in the succeeding
subparts are grouped basically by orga-
nizational type; e.g., commercial con-
cerns and educational institutions. The
overall objective is to provide that, to
the extent practicable, all organiza-
tions of similar types doing similar
work will follow the same cost prin-
ciples and procedures. To achieve this
uniformity, individual deviations con-
cerning cost principles require advance
approval of the agency head or des-
ignee. Class deviations for the civilian
agencies require advance approval of
the Civilian Agency Acquisition Coun-
cil. Class deviations for the National

31.103

Aeronautics and Space Administration
require advance approval of the Asso-
ciate Administrator for Procurement.
Class deviations for the Department of
Defense require advance approval of
the Director of Defense Procurement,
Office of the Under Secretary of De-
fense for Acquisition, Technology, and
Logistics.

[48 FR 42301, Sept. 19, 1983, as amended at 56
FR 67133, Dec. 27, 1991; 61 FR 31655, June 20,
1996; 65 FR 24325, Apr. 25, 2000]

31.102

The applicable subparts of part 31
shall be used in the pricing of fixed-
price contracts, subcontracts, and
modifications to contracts and sub-
contracts whenever (a) cost analysis is
performed, or (b) a fixed-price contract
clause requires the determination or
negotiation of costs. However, applica-
tion of cost principles to fixed-price
contracts and subcontracts shall not be
construed as a requirement to nego-
tiate agreements on individual ele-
ments of cost in arriving at agreement
on the total price. The final price ac-
cepted by the parties reflects agree-
ment only on the total price. Further,
notwithstanding the mandatory use of
cost principles, the objective will con-
tinue to be to negotiate prices that are
fair and reasonable, cost and other fac-
tors considered.

Fixed-price contracts.

31.103 Contracts with commercial or-
ganizations.

This category includes all contracts
and contract modifications for sup-
plies, services, or experimental, devel-
opmental, or research work negotiated
with organizations other than edu-
cational institutions (see 31.104), con-
struction and architect-engineer con-
tracts (see 31.105), State and local gov-
ernments (see 31.107) and nonprofit or-
ganizations (see 31.108) on the basis of
cost.

(@) The cost principles and proce-
dures in subpart 31.2 and agency sup-
plements shall be used in pricing nego-
tiated supply, service, experimental,
developmental, and research contracts
and contract modifications with com-
mercial organizations whenever cost
analysis is performed as required by
15.404-1(c).
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(b) In addition, the contracting offi-
cer shall incorporate the cost prin-
ciples and procedures in subpart 31.2
and agency supplements by reference
in contracts with commercial organiza-
tions as the basis for—

(1) Determining reimbursable costs
under (i) cost-reimbursement contracts
and cost-reimbursement subcontracts
under these contracts performed by
commercial organizations and (ii) the
cost-reimbursement portion of time-
and-materials contracts except when
material is priced on a basis other than
at cost (see 16.601(b)(3));

(2) Negotiating indirect cost rates
(see subpart 42.7);

(3) Proposing, negotiating, or deter-
mining costs under terminated con-
tracts (see 49.103 and 49.113);

(4) Price revision of fixed-price incen-
tive contracts (see 16.204 and 16.403);

(5) Price redetermination of price re-
determination contracts (see 16.205 and
16.206); and

(6) Pricing changes and other con-
tract modifications.

[48 FR 42301, Sept. 19, 1983, as amended at 62
FR 51271, Sept. 30, 1997]

31.104 Contracts with educational in-
stitutions.

This category includes all contracts
and contract modifications for research
and development, training, and other
work performed by educational institu-
tions.

(a) The contracting officer shall in-
corporate the cost principles and proce-
dures in subpart 31.3 by reference in
cost-reimbursement contracts with
educational institutions as the basis
for—

(1) Determining reimbursable costs
under the contracts and cost-reim-
bursement subcontracts thereunder
performed by educational institutions;

(2) Negotiating indirect cost rates;
and

(3) Settling costs of cost-reimburse-
ment terminated contracts (see sub-
part 49.3 and 49.109-7).

(b) The cost principles in this subpart
are to be used as a guide in evaluating
costs in connection with negotiating
fixed-price contracts and termination
settlements.
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31.105 Construction and architect-en-
gineer contracts.

(a) This category includes all con-
tracts and contract modifications ne-
gotiated on the basis of cost with orga-
nizations other than educational insti-
tutions (see 31.104), State and local
governments (see 31.107), and nonprofit
organizations except those exempted
under OMB Circular A-122 (see 31-108)
for construction management or con-
struction, alteration or repair of build-
ings, bridges, roads, or other kinds of
real property. It also includes archi-
tect-engineer contracts related to con-
struction projects. It does not include
contracts for vessels, aircraft, or other
kinds of personal property.

(b) Except as otherwise provided in
(d) below, the cost principles and pro-
cedures in subpart 31.2 shall be used in
the pricing of contracts and contract
modifications in this category if cost
analysis is performed as required by
15.404-1(c).

(c) In addition, the contracting offi-
cer shall incorporate the cost prin-
ciples and procedures in subpart 31.2
(as modified by (d) below) by reference
in contracts in this category as the
basis for—

(1) Determining reimbursable costs
under cost-reimbursement contracts,
including cost-reimbursement sub-
contracts thereunder;

(2) Negotiating indirect cost rates;

(3) Proposing, negotiating, or deter-
mining costs under terminated con-
tracts;

(4) Price revision of fixed-price incen-
tive contracts; and

(5) Pricing changes and other con-
tract modifications.

(d) Except as otherwise provided in
this paragraph (d), the allowability of
costs for construction and architect-
engineer contracts shall be determined
in accordance with subpart 31.2.

(1) Because of widely varying factors
such as the nature, size, duration, and
location of the construction project,
advance agreements as set forth in
31.109, for such items as home office
overhead, partners’ compensation, em-
ployment of consultants, and equip-
ment usage costs, are particularly im-
portant in construction and architect-
engineer contracts. When appropriate

560



Federal Acquisition Regulation

they serve to express the parties’ un-
derstanding and avoid possible subse-
quent disputes or disallowances.

(2) Construction equipment, as used in
this section, means equipment (includ-
ing marine equipment) in sound work-
able condition, either owned or con-
trolled by the contractor or the sub-
contractor at any tier, or obtained
from a commercial rental source, and
furnished for use under Government
contracts.

(i) Allowable ownership and oper-
ating costs shall be determined as fol-
lows:

(A) Actual cost data shall be used
when such data can be determined for
both ownership and operating costs for
each piece of equipment, or groups of
similar serial or series equipment,
from the contractor’s accounting
records. When such costs cannot be so
determined, the contracting agency
may specify the use of a particular
schedule of predetermined rates or any
part thereof to determine ownership
and operating costs of construction
equipment (see subdivisions (d)(2)(i)(B)
and (C) of this section). However, costs
otherwise unallowable under this part
shall not become allowable through the
use of any schedule (see 31.109(c)). For
example, schedules need to be adjusted
for Government contract costing pur-
poses if they are based on replacement
cost, include wunallowable interest
costs, or use improper cost of money
rates or computations. Contracting of-
ficers should review the computations
and factors included within the speci-
fied schedule and ensure that unallow-
able or unacceptably computed factors
are not allowed in cost submissions.

(B) Predetermined schedules of con-
struction equipment use rates (e.g., the
Construction Equipment Ownership
and Operating Expense Schedule pub-
lished by the U.S. Army Corps of Engi-
neers, industry sponsored construction
equipment cost guides, or commer-
cially published schedules of construc-
tion equipment use cost) provide aver-
age ownership and operating rates for
construction equipment. The allowance
for ownership costs should include the
cost of depreciation and may include
facilities capital cost of money. The al-
lowance for operating costs may in-
clude costs for such items as fuel, fil-

31.105

ters, oil, and grease; servicing, repairs,
and maintenance; and tire wear and re-
pair. Costs of labor, mobilization, de-
mobilization, overhead, and profit are
generally not reflected in schedules,
and separate consideration may be nec-
essary.

(C) When a schedule of predetermined
use rates for construction equipment is
used to determine direct costs, all
costs of equipment that are included in
the cost allowances provided by the
schedule shall be identified and elimi-
nated from the contractor’s other di-
rect and indirect costs charged to the
contract. If the contractor’s account-
ing system provides for site or home of-
fice overhead allocations, all costs
which are included in the equipment
allowances may need to be included in
any cost input base before computing
the contractor’s overhead rate. In peri-
ods of suspension of work pursuant to a
contract clause, the allowance for
equipment ownership shall not exceed
an amount for standby cost as deter-
mined by the schedule or contract pro-
vision.

(if) Reasonable costs of renting con-
struction equipment are allowable (but
see paragraph (C) below).

(A) Costs, such as maintenance and
minor or running repairs incident to
operating such rented equipment, that
are not included in the rental rate are
allowable.

(B) Costs incident to major repair
and overhaul of rental equipment are
unallowable.

(C) The allowability of charges for
construction equipment rented from
any division, subsidiary, or organiza-
tion under common control, will be de-
termined in accordance with 31.205-
36(b)(3).

(3) Costs incurred at the job site inci-
dent to performing the work, such as
the cost of superintendence,
timekeeping and clerical work, engi-
neering, utility costs, supplies, mate-
rial handling, restoration and cleanup,
etc., are allowable as direct or indirect
costs, provided the accounting practice
used is in accordance with the contrac-
tor’s established and consistently fol-
lowed cost accounting practices for all
work.
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(4) Rental and any other costs, less
any applicable credits incurred in ac-
quiring the temporary use of land,
structures, and facilities are allowable.
Costs, less any applicable credits, in-
curred in constructing or fabricating
structures and facilities of a temporary
nature are allowable.

[48 FR 42301, Sept. 19, 1983, as amended at 50
FR 23607, June 4, 1985; 52 FR 19804, May 27,
1987; 62 FR 51271, Sept. 30, 1997]

31.106 Facilities contracts.

31.106-1 Applicable cost principles.

The cost principles and procedures
applicable to the evaluation and deter-
mination of costs under facilities con-
tracts (as defined in 45.301), and sub-
contracts thereunder, will be governed
by the type of entity to which a facili-
ties contract is awarded. Except as oth-
erwise provided in 31.106-2 below, sub-
part 31.2 applies to facilities contracts
awarded to commercial organizations;
subpart 31.3 applies to facilities con-
tracts awarded to educational institu-
tions; and 31.105 applies to facilities
contracts awarded to construction con-
tractors. Whichever cost principles are
appropriate will be used in the pricing
of facilities contracts and contract
modifications if cost analysis is per-
formed as required by 15.404-1(c). In ad-
dition, the contracting officer shall in-
corporate the cost principles and proce-
dures appropriate in the circumstances
(e.g., subpart 31.2; subpart 31.3; or
31.105) by reference in facilities con-
tracts as the basis for—

(a) Determining reimbursable costs
under facilities contracts, including
cost-reimbursement subcontracts
thereunder;

(b) Negotiating indirect cost rates;
and

(c) Determining costs of terminated
contracts when the contractor elects to
voucher out costs (see subpart 49.3), and
for settlement by determination (see
49.109-7).

[48 FR 42301, Sept. 19, 1983, as amended at 62
FR 51271, Sept. 30, 1997]

31.106-2 Exceptions to general rules
on allowability and allocability.

(@) A contractor’s established ac-

counting system and procedures are

normally directed to the equitable al-
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location of costs to the types of prod-
ucts which the contractor produces or
services rendered in the course of nor-
mal operating activities. The acquisi-
tion of, or work on, facilities for the
Government normally does not involve
the manufacturing processes, plant de-
partmental operations, cost patterns of
work, administrative and managerial
control, or clerical effort usual to pro-
duction of the contractor’s normal
products or services.

(b) Advance agreements (see 31.109)
should be made between the contractor
and the contracting officer as to indi-
rect cost items to be applied to the fa-
cilities acquisition. A contractor’s nor-
mal accounting practice for allocating
indirect costs to the acquisition of con-
tractor facilities may range from
charging all these costs to this acquisi-
tion to not charging any. When nec-
essary to produce an equitable result,
the contractor’s usual method of allo-
cating indirect cost shall be varied, and
appropriate adjustment shall be made
to the pools of indirect cost and the
bases of their distribution.

(c) The purchase of completed facili-
ties (or services in connection with the
facilities) from outside sources does
not involve the contractor’s direct
labor or indirect plant maintenance
personnel. Accordingly, indirect manu-
facturing and plant overhead costs,
which are primarily incurred or gen-
erated by reason of direct labor or
maintenance labor operations, are not
allocable to the acquisition of such fa-
cilities.

(d) Contracts providing for the instal-
lation of new facilities or the rehabili-
tation of existing facilities may in-
volve the use of the contractor’s plant
maintenance labor, as distinguished
from direct labor engaged in the pro-
duction of the company’s normal prod-
ucts. In such instances, only those
types of indirect manufacturing and
plant operating costs that are related
to or incurred by reason of the expendi-
tures of the classes of labor used for
the performance of the facilities work
may be allocated to the facilities con-
tract. Thus, a facilities contract which
involves the use of plant maintenance
labor only would not be subject to an
allocation of such cost items as direct
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productive labor supervision, deprecia-
tion, and maintenance expense applica-
ble to productive machinery and equip-
ment, or raw material and finished
goods storage costs.

(e) Where a facilities contract calls
for the construction, production, or re-
habilitation of equipment or other
items that are involved in the regular
course of the contractor’s business by
the use of the contractor’s direct labor
and manufacturing processes, the indi-
rect costs normally allocated to all
that work may be allocated to the fa-
cilities contract.

31.106-3 Contractor’s
items.

commercial

If facilities constituting the contrac-
tor’s usual commercial items (or only
minor modifications thereof) are ac-
quired by the Government under the
contract, the Government shall not
pay any amount in excess of the con-
tractor’s most favored customer price
or the price of other suppliers for like
quantities of the same or substantially
the same items, whichever is lower.

[48 FR 42301, Sept. 19, 1983, as amended at 60
FR 48248, Sept. 18, 1995]

31.107 Contracts with State, local, and
federally recognized Indian tribal
governments.

(a) Subpart 31.6 provides principles
and standards for determining costs ap-
plicable to contracts with State, local,
and federally recognized Indian tribal
governments. They provide the basis
for a uniform approach to the problem
of determining costs and to promote ef-
ficiency and better relationships be-
tween State, local, and federally recog-
nized Indian tribal governments, and
Federal Government entities. They
apply to all programs that involve con-
tracts with State, local, and federally
recognized Indian tribal governments,
except contracts with—

(1) Publicly financed educational in-
stitutions subject to subpart 31.3; or

(2) Publicly owned hospitals and
other providers of medical care subject
to requirements promulgated by the
sponsoring Government agencies.

(b) The Office of Management and
Budget will approve any other excep-
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tions in particular cases when adequate
Justification is presented.

[48 FR 42301, Sept. 19, 1983, as amended at 52
FR 30076, Aug. 12, 1987]

31.108 Contracts with nonprofit orga-
nizations.

Subpart 31.7 provides principles and
standards for determining costs appli-
cable to contracts with nonprofit orga-
nizations other than educational insti-
tutions, State and local governments,
and those nonprofit organizations ex-
empted under OMB Circular No. A-122.

31.109 Advance agreements.

(a) The extent of allowability of the
costs covered in this part applies
broadly to many accounting systems in
varying contract situations. Thus, the
reasonableness, the allocability and
the allowability under the specific cost
principles at subparts 31.2, 31.3, 31.6,
and 31.7 of certain costs may be dif-
ficult to determine. To avoid possible
subsequent disallowance or dispute
based on unreasonableness,
unallocability or unallowability under
the specific cost principles at subparts
31.2, 31.3, 31.6, and 31.7, contracting offi-
cers and contractors should seek ad-
vance agreement on the treatment of
special or unusual costs. However, an
advance agreement is not an absolute
requirement and the absence of an ad-
vance agreement on any cost will not,
in itself, affect the reasonableness,
allocability or the allowability under
the specific cost principles at subparts
31.2, 31.3, 31.6, and 31.7 of that cost.

(b) Advance agreements may be nego-
tiated either before or during a con-
tract but should be negotiated before
incurrence of the costs involved. The
agreements must be in writing, exe-
cuted by both contracting parties, and
incorporated into applicable current
and future contracts. An advance
agreement shall contain a statement of
its applicability and duration.

(c) The contracting officer is not au-
thorized by this 31.109 to agree to a
treatment of costs inconsistent with
this part. For example, an advance
agreement may not provide that, not-
withstanding 31.205-20, interest is al-
lowable.

(d) Advance agreements may be nego-
tiated with a particular contractor for
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a single contract, a group of contracts,
or all the contracts of a contracting of-
fice, an agency, or several agencies.

(e) The cognizant administrative con-
tracting officer (ACO), or other con-
tracting officer established in part 42,
shall negotiate advance agreements ex-
cept that an advance agreement affect-
ing only one contract, or class of con-
tracts from a single contracting office,
shall be negotiated by a contracting of-
ficer in the contracting office, or an
ACO when delegated by the contracting
officer. When the negotiation authority
is delegated, the ACO shall coordinate
the proposed agreement with the con-
tracting officer before executing the
advance agreement.

(f) Before negotiating an advance
agreement, the Government negotiator
shall—

(1) Determine if other contracting of-
fices inside the agency or in other
agencies have a significant unliqui-
dated dollar balance in contracts with
the same contractor;

(2) Inform any such office or agency
of the matters under consideration for
negotiation; and

(3) As appropriate, invite the office or
agency and the responsible audit agen-
cy to participate in prenegotiation dis-
cussions and/or in the subsequent nego-
tiations.

(g) Upon completion of the negotia-
tion, the sponsor shall prepare and dis-
tribute to other interested agencies
and offices, including the audit agency,
copies of the executed agreement and a
memorandum providing the informa-
tion specified in 15.406-3, as applicable.

(h) Examples of costs for which ad-
vance agreements may be particularly
important are—

(1) Compensation for personal serv-
ices, including but not limited to al-
lowances for off-site pay, incentive
pay, location allowances, hardship pay,
cost of living differential, and termi-
nation of defined benefit pension plans;

(2) Use charges for fully depreciated
assets;

(3) Deferred maintenance costs;

(4) Precontract costs;

(5) Independent research and develop-
ment and bid and proposal costs;

(6) Royalties and other costs for use
of patents;

(7) Selling and distribution costs;
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(8) Travel and relocation costs, as re-
lated to special or mass personnel
movements, as related to travel via
contractor-owned, -leased, or -char-
tered aircraft, or as related to max-
imum per diem rates;

(9) Costs of idle facilities and idle ca-
pacity;

(10) Severance pay to employees on
support service contracts;

(11) Plant reconversion;

(12) Professional services (e.g., legal,
accounting, and engineering);

(13) General and administrative costs
(e.g., corporate, division, or branch al-
locations) attributable to the general
management, supervision, and conduct
of the contractor’s business as a whole.
These costs are particularly significant
in construction, job-site, architect-en-
gineer, facilities, and Government-
owned contractor operated (GOCO)
plant contracts (see 31.203(f));

(14) Costs of construction plant and
equipment (see 31.105(d)).

(15) Costs of public relations and ad-
vertising; and

(16) Training and education costs (see
31.205-44(h)).

[48 FR 42301, Sept. 19, 1983, as amended at 51
FR 12298, Apr. 9, 1986; 51 FR 27489, July 31,
1986; 52 FR 9038, Mar. 20, 1987; 52 FR 27806,
July 24, 1987; 54 FR 34755, Aug. 21, 1989; 59 FR
67045, Dec. 28, 1994; 61 FR 69288, Dec. 31, 1996;
62 FR 51271, Sept. 30, 1997; 63 FR 9061, Feb. 23,
1998]

31.110 Indirect cost rate certification
and penalties on unallowable costs.

(a) Certain contracts require certifi-
cation of the indirect cost rates pro-
posed for final payment purposes. See
42.703-2 for administrative procedures
regarding the certification provisions
and the related contract clause pre-
scription.

(b) If unallowable costs are included
in final indirect cost settlement pro-
posals, penalties may be assessed. See
42.709 for administrative procedures re-
garding the penalty assessment provi-
sions and the related contract clause
prescription.

[60 FR 42658, Aug. 16, 1995, as amended at 62
FR 237, Jan. 2, 1997]
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Subpart 31.2—Contracts With
Commercial Organizations

31.201 General.

31.201-1 Composition of total cost.

(a) The total cost of a contract is the
sum of the direct and indirect costs al-
locable to the contract, incurred or to
be incurred, less any allocable credits,
plus any allocable cost of money pursu-
ant to 31.205-10. In ascertaining what
constitutes a cost, any generally ac-
cepted method of determining or esti-
mating costs that is equitable and is
consistently applied may be used, in-
cluding standard costs properly ad-
justed for applicable variances. See
31.201-2(b) and (c) for Cost Accounting
Standards (CAS) requirements.

(b) While the total cost of a contract
includes all costs properly allocable to
the contract, the allowable costs to the
Government are limited to those allo-
cable costs which are allowable pursu-
ant to part 31 and applicable agency
supplements.

[48 FR 42301, Sept. 19, 1983, as amended at 59
FR 67045, Dec. 28, 1994]

31.201-2 Determining allowability.

(a) The factors to be considered in de-
termining whether a cost is allowable
include the following:

(1) Reasonableness.

(2) Allocability.

(3) Standards promulgated by the
CAS Board, if applicable; otherwise,
generally accepted accounting prin-
ciples and practices appropriate to the
particular circumstances.

(4) Terms of the contract.

(5) Any limitations set forth in this
subpart.

(b) Certain cost principles in this
subpart incorporate the measurement,
assignment, and allocability rules of
selected CAS and limit the allowability
of costs to the amounts determined
using the criteria in those selected
standards. Only those CAS or portions
of standards specifically made applica-
ble by the cost principles in this sub-
part are mandatory unless the contract
is CAS-covered (see 48 CFR 9903). Busi-
ness units that are not otherwise sub-
ject to these standards under a CAS
clause are subject to the selected
standards only for the purpose of deter-

31.201-3

mining allowability of costs on Govern-
ment contracts. Including the selected
standards in the cost principles does
not subject the business unit to any
other CAS rules and regulations. The
applicability of the CAS rules and reg-
ulations is determined by the CAS
clause, if any, in the contract and the
requirements of the standards them-
selves.

(c) When contractor accounting prac-
tices are inconsistent with this subpart
31.2, costs resulting from such incon-
sistent practices shall not be allowed
in excess of the amount that would
have resulted from using practices con-
sistent with this subpart.

(d) A contractor is responsible for ac-
counting for costs appropriately and
for maintaining records, including sup-
porting documentation, adequate to
demonstrate that costs claimed have
been incurred, are allocable to the con-
tract, and comply with applicable cost
principles in this subpart and agency
supplements. The contracting officer
may disallow all or part of a claimed
cost which is inadequately supported.

[48 FR 42301, Sept. 19, 1983, as amended at 57
FR 39590, Aug. 31, 1992; 61 FR 31656, June 20,
1996]

31.201-3 Determining reasonableness.

(a) A cost is reasonable if, in its na-
ture and amount, it does not exceed
that which would be incurred by a pru-
dent person in the conduct of competi-
tive business. Reasonableness of spe-
cific costs must be examined with par-
ticular care in connection with firms
or their separate divisions that may
not be subject to effective competitive
restraints. No presumption of reason-
ableness shall be attached to the incur-
rence of costs by a contractor. If an
initial review of the facts results in a
challenge of a specific cost by the con-
tracting officer or the contracting offi-
cer’'s representative, the burden of
proof shall be upon the contractor to
establish that such cost is reasonable.

(b) What is reasonable depends upon
a variety of considerations and cir-
cumstances, including—

(1) Whether it is the type of cost gen-
erally recognized as ordinary and nec-
essary for the conduct of the contrac-
tor’s business or the contract perform-
ance;

565



31.201-4

(2) Generally accepted sound business
practices, arm’s length bargaining, and
Federal and State laws and regula-
tions;

(3) The contractor’s responsibilities
to the Government, other customers,
the owners of the business, employees,
and the public at large; and

(4) Any significant deviations from
the contractor’s established practices.

[52 FR 19804, May 27, 1987]

31.201-4 Determining allocability.

A cost is allocable if it is assignable
or chargeable to one or more cost ob-
jectives on the basis of relative bene-
fits received or other equitable rela-
tionship. Subject to the foregoing, a
cost is allocable to a Government con-
tract if it—

(@) Is incurred specifically for the
contract;

(b) Benefits both the contract and
other work, and can be distributed to
them in reasonable proportion to the
benefits received; or

(c) Is necessary to the overall oper-
ation of the business, although a direct
relationship to any particular cost ob-
jective cannot be shown.

31.201-5 Credits.

The applicable portion of any in-
come, rebate, allowance, or other cred-
it relating to any allowable cost and
received by or accruing to the con-
tractor shall be credited to the Govern-
ment either as a cost reduction or by
cash refund. See 31.205-6(j)(4) for rules
governing refund or credit to the Gov-
ernment associated with pension ad-
justments and asset reversions.

[48 FR 42301, Sept. 19, 1983, as amended at 54
FR 34755, Aug. 21, 1989; 63 FR 58597, Oct. 30,
1998]

31.201-6 Accounting for unallowable
costs.

(a) Costs that are expressly unallow-
able or mutually agreed to be unallow-
able, including mutually agreed to be
unallowable directly associated costs,
shall be identified and excluded from
any billing, claim, or proposal applica-
ble to a Government contract. A di-
rectly associated cost is any cost which
is generated solely as a result of incur-
ring another cost, and which would not
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have been incurred had the other cost
not been incurred. When an unallow-
able cost is incurred, its directly asso-
ciated costs are also unallowable.

(b) Costs which specifically become
designated as unallowable or as unal-
lowable directly associated costs of un-
allowable costs as a result of a written
decision furnished by a contracting of-
ficer shall be identified if included in
or used in computing any billing,
claim, or proposal applicable to a Gov-
ernment contract. This identification
requirement applies also to any costs
incurred for the same purpose under
like circumstances as the costs specifi-
cally identified as unallowable under
either this paragraph or paragraph (a)
above.

(c) The practices for accounting for
and presentation of unallowable costs
will be those as described in 48 CFR
9904.405-50, Accounting for Unallowable
Costs.

(d) If a directly associated cost is in-
cluded in a cost pool which is allocated
over a base that includes the unallow-
able cost with which it is associated,
the directly associated cost shall re-
main in the cost pool. Since the unal-
lowable costs will attract their allo-
cable share of costs from the cost pool,
no further action is required to assure
disallowance of the directly associated
costs. In all other cases, the directly
associated costs, if material in amount,
must be purged from the cost pool as
unallowable costs.

(e)(1) In determining the materiality
of a directly associated cost, consider-
ation should be given to the signifi-
cance of (i) the actual dollar amount,
(ii) the cumulative effect of all directly
associated costs in a cost pool, or (iii)
the ultimate effect on the cost of Gov-
ernment contracts.

(2) Salary expenses of employees who
participate in activities that generate
unallowable costs shall be treated as
directly associated costs to the extent
of the time spent on the proscribed ac-
tivity, provided the costs are material
in accordance with subparagraph (e)(1)
above (except when such salary ex-
penses are, themselves, unallowable).
The time spent in proscribed activities
should be compared to total time spent
on company activities to determine if
the costs are material. Time spent by
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employees outside the normal working
hours should not be considered except
when it is evident that an employee en-
gages so frequently in company activi-
ties during periods outside normal
working hours as to indicate that such
activities are a part of the employee’s
regular duties.

(3) When a selected item of cost
under 31.205 provides that directly as-
sociated costs be unallowable, it is in-
tended that such directly associated
costs be unallowable only if deter-
mined to be material in amount in ac-
cordance with the criteria provided in
paragraphs (e)(1) and (e)(2) above, ex-
cept in those situations where allow-
ance of any of the directly associated
costs involved would be considered to
be contrary to public policy.

[48 FR 42301, Sept. 19, 1983, as amended at 59
FR 67045, Dec. 28, 1994]

31.201-7 Construction and architect-
engineer contracts.

Specific principles and procedures for
evaluating and determining costs in
connection with contracts and sub-
contracts for construction, and archi-
tect-engineer contracts related to con-
struction projects, are in 31.105. The
applicability of these principles and
procedures is set forth in 31.000 and
31.100.

31.202 Direct costs.

(a) A direct cost is any cost that can
be identified specifically with a par-
ticular final cost objective. No final
cost objective shall have allocated to it
as a direct cost any cost, if other costs
incurred for the same purpose in like
circumstances have been included in
any indirect cost pool to be allocated
to that or any other final cost objec-
tive. Costs identified specifically with
the contract are direct costs of the
contract and are to be charged directly
to the contract. All costs specifically
identified with other final cost objec-
tives of the contractor are direct costs
of those cost objectives and are not to
be charged to the contract directly or
indirectly.

(b) For reasons of practicality, any
direct cost of minor dollar amount may
be treated as an indirect cost if the ac-
counting treatment—

31.203

(1) Is consistently applied to all final
cost objectives; and

(2) Produces substantially the same
results as treating the cost as a direct
cost.

31.203 Indirect costs.

(&) An indirect cost is any cost not
directly identified with a single, final
cost objective, but identified with two
or more final cost objectives or an in-
termediate cost objective. It is not sub-
ject to treatment as a direct cost.
After direct costs have been deter-
mined and charged directly to the con-
tract or other work, indirect costs are
those remaining to be allocated to the
several cost objectives. An indirect
cost shall not be allocated to a final
cost objective if other costs incurred
for the same purpose in like cir-
cumstances have been included as a di-
rect cost of that or any other final cost
objective.

(b) Indirect costs shall be accumu-
lated by logical cost groupings with
due consideration of the reasons for in-
curring such costs. Each grouping
should be determined so as to permit
distribution of the grouping on the
basis of the benefits accruing to the
several cost objectives. Commonly,
manufacturing overhead, selling ex-
penses, and general and administrative
(G&A) expenses are separately grouped.
Similarly, the particular case may re-
quire subdivision of these groupings,
e.g., building occupancy costs might be
separable from those of personnel ad-
ministration within the manufacturing
overhead group. This necessitates se-
lecting a distribution base common to
all cost objectives to which the group-
ing is to be allocated. The base should
be selected so as to permit allocation
of the grouping on the basis of the ben-
efits accruing to the several cost objec-
tives. When substantially the same re-
sults can be achieved through less pre-
cise methods, the number and composi-
tion of cost groupings should be gov-
erned by practical considerations and
should not unduly complicate the allo-
cation.

(c) Once an appropriate base for dis-
tributing indirect costs has been ac-
cepted, it shall not be fragmented by
removing individual elements. All
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items properly includable in an indi-
rect cost base should bear a pro rata
share of indirect costs irrespective of
their acceptance as Government con-
tract costs. For example, when a cost
input base is used for the distribution
of G&A costs, all items that would
properly be part of the cost input base,
whether allowable or unallowable,
shall be included in the base and bear
their pro rata share of G&A costs.

(d) The contractor’s method of allo-
cating indirect costs shall be in accord-
ance with standards promulgated by
the CAS Board, if applicable to the
contract; otherwise, the method shall
be in accordance with generally accept-
ed accounting principles which are con-
sistently applied. The method may re-
quire examination when—

(1) Substantial differences occur be-
tween the cost patterns of work under
the contract and the contractor’s other
work;

(2) Significant changes occur in the
nature of the business, the extent of
subcontracting, fixed-asset improve-
ment programs, inventories, the vol-
ume of sales and production, manufac-
turing processes, the contractor’s prod-
ucts, or other relevant circumstances;
or

(3) Indirect cost groupings developed
for a contractor’s primary location are
applied to offsite locations. Separate
cost groupings for costs allocable to
offsite locations may be necessary to
permit equitable distribution of costs
on the basis of the benefits accruing to
the several cost objectives.

(e) A base period for allocating indi-
rect costs is the cost accounting period
during which such costs are incurred
and accumulated for distribution to
work performed in that period. The cri-
teria and guidance in 48 CFR 9904.406
for selecting the cost accounting peri-
ods to be used in allocating indirect
costs are incorporated herein for appli-
cation to contracts subject to full CAS
coverage. For contracts subject to
modified CAS coverage and for non-
CAS-covered contracts, the base period
for allocating indirect costs will nor-
mally be the contractor’s fiscal year.
But a shorter period may be appro-
priate (1) for contracts in which per-
formance involves only a minor portion
of the fiscal year, or (2) when it is gen-
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eral practice in the industry to use a
shorter period. When a contract is per-
formed over an extended period, as
many base periods shall be used as are
required to represent the period of con-
tract performance.

(f) Special care should be exercised in
applying the principles of paragraphs
(b), (c), and (d) above when Govern-
ment-owned contractor-operated
(GOCO) plants are involved. The dis-
tribution of corporate, division, or
branch office G&A expenses to such
plants operating with little or no de-
pendence on corporate administrative
activities may require more precise
cost groupings, detailed accounts
screening, and carefully developed dis-
tribution bases.

[48 FR 42301, Sept. 19, 1983, as amended at 57
FR 39590, Aug. 31, 1992]

31.204 Application of principles and
procedures.

(a) Costs shall be allowed to the ex-
tent they are reasonable, allocable, and
determined to be allowable under
31.201, 31.202, 31.203, and 31.205. These
criteria apply to all of the selected
items that follow, even if particular
guidance is provided for certain items
for emphasis or clarity.

(b) Costs incurred as reimbursements
or payments to a subcontractor under
a cost-reimbursement, fixed-price in-
centive, or price redeterminable type
subcontract of any tier above the first
firm-fixed-price subcontract or fixed-
price subcontract with economic price
adjustment provisions are allowable to
the extent that allowance is consistent
with the appropriate subpart of this
part 31 applicable to the subcontract
involved. Costs incurred as payments
under firm-fixed-price subcontracts or
fixed-price subcontracts with economic
price adjustment provisions or modi-
fications thereto, when cost analysis
was performed under 15.404-1(c), shall
be allowable only to the extent that
the price was negotiated in accordance
with 31.102.

(c) Section 31.205 does not cover
every element of cost. Failure to in-
clude any item of cost does not imply
that it is either allowable or unallow-
able. The determination of allowability
shall be based on the principles and
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standards in this subpart and the treat-
ment of similar or related selected
items. When more than one subsection
in 31.205 is relevant to a contractor
cost, the cost shall be apportioned
among the applicable subsections, and
the determination of allowability of
each portion shall be based on the guid-
ance contained in the applicable sub-
section. When a cost, to which more
than one subsection in 31.205 is rel-
evant, cannot be apportioned, the de-
termination of allowability shall be
based on the guidance contained in the
subsection that most specifically deals
with, or best captures the essential na-
ture of, the cost at issue.

[48 FR 42301, Sept. 19, 1983, as amended at 53
FR 17858, May 18, 1988; 62 FR 51271, Sept. 30,
1997]

31.205 Selected costs.

31.205-1 Public relations and adver-
tising costs.

(a) Public relations means all func-
tions and activities dedicated to—

(1) Maintaining, protecting, and en-
hancing the image of a concern or its
products; or

(2) Maintaining or promoting recip-
rocal understanding and favorable rela-
tions with the public at large, or any
segment of the public. The term public
relations includes activities associated
with areas such as advertising, cus-
tomer relations, etc.

(b) Advertising means the use of
media to promote the sale of products
or services and to accomplish the ac-
tivities referred to in paragraph (d) of
this subsection, regardless of the me-
dium employed, when the advertiser
has control over the form and content
of what will appear, the media in which
it will appear, and when it will appear.
Advertising media include but are not
limited to conventions, exhibits, free
goods, samples, magazines, newspapers,
trade papers, direct mail, dealer cards,
window displays, outdoor advertising,
radio, and television.

(c) Public relations and advertising
costs include the costs of media time
and space, purchased services per-
formed by outside organizations, as
well as the applicable portion of sala-
ries, travel, and fringe benefits of em-
ployees engaged in the functions and

31.205-1

activities identified in paragraphs (a)
and (b) of this subsection.

(d) The only allowable advertising
costs are those that are—

(1) Specifically required by contract,
or that arise from requirements of Gov-
ernment contracts, and that are exclu-
sively for—

(i) Acquiring scarce items for con-
tract performance; or

(i) Disposing of scrap or surplus ma-
terials acquired for contract perform-
ance;

(2) Costs of activities to promote
sales of products normally sold to the
U.S. Government, including trade
shows, which contain a significant ef-
fort to promote exports from the
United States. Such costs are allow-
able, notwithstanding paragraphs (f)(1),
@), (H@) (i), and (f)(5) of this sub-
section. However, such costs do not in-
clude the costs of memorabilia (e.g.,
models, gifts, and souvenirs), alcoholic
beverages, entertainment, and physical
facilities that are used primarily for
entertainment rather than product
promotion; or

(3) Allowable
31.205-34.

(e) Allowable public relations costs
include the following:

(1) Costs specifically required by con-
tract.

(2) Costs of—

(i) Responding to inquiries on com-
pany policies and activities;

(ii) Communicating with the public,
press, stockholders, creditors, and cus-
tomers; and

(iii) Conducting general liaison with
news media and Government public re-
lations officers, to the extent that such
activities are limited to communica-
tion and liaison necessary to keep the
public informed on matters of public
concern such as notice of contract
awards, plant closings or openings, em-
ployee layoffs or rehires, financial in-
formation, etc.

(3) Costs of participation in commu-
nity service activities (e.g., blood bank
drives, charity drives, savings bond
drives, disaster assistance, etc.).

(4) Costs of plant tours and open
houses (but see subparagraph (f)(5) of
this subsection).

in accordance with
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(5) Costs of keel laying, ship launch-
ing, commissioning, and roll-out cere-
monies, to the extent specifically pro-
vided for by contract.

(f) Unallowable public relations and
advertising costs include the following:

(1) All public relations and adver-
tising costs, other than those specified
in paragraphs (d) and (e) of this sub-
section, whose primary purpose is to
promote the sale of products or serv-
ices by stimulating interest in a prod-
uct or product line (except for those
costs made allowable under 31.205-
38(c)), or by disseminating messages
calling favorable attention to the con-
tractor for purposes of enhancing the
company image to sell the company’s
products or services.

(2) All costs of trade shows and other
special events which do not contain a
significant effort to promote the export
sales of products normally sold to the
U.S. Government.

(3) Costs of sponsoring meetings, con-
ventions, symposia, seminars, and
other special events when the principal
purpose of the event is other than dis-
semination of technical information or
stimulation of production.

(4) Costs of ceremonies such as (i)
corporate celebrations and (ii) new
product announcements.

(5) Costs of promotional material,
motion pictures, videotapes, brochures,
handouts, magazines, and other media
that are designed to call favorable at-
tention to the contractor and its ac-
tivities.

(6) Costs of souvenirs, models, im-
printed clothing, buttons, and other
mementos provided to customers or the
public.

(7) Costs of memberships in civic and
community organizations.

[51 FR 12298, Apr. 9, 1986, as amended at 53
FR 12130, Apr. 12, 1988; 53 FR 13274, Apr. 22,
1988; 54 FR 34755, Aug. 21, 1989; 56 FR 15153,
Apr. 15, 1991; 60 FR 42660, Aug. 16, 1995; 61 FR
67423, Dec. 20, 1996; 62 FR 12704, Mar. 17, 1997;
64 FR 10547, Mar. 4, 1999]

31.205-2 [Reserved]

31.205-3 Bad debts.

Bad debts, including actual or esti-
mated losses arising from uncollectible
accounts receivable due from cus-
tomers and other claims, and any di-
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rectly associated costs such as collec-
tion costs, and legal costs are unallow-
able.

31.205-4 Bonding costs.

(a) Bonding costs arise when the Gov-
ernment requires assurance against fi-
nancial loss to itself or others by rea-
son of the act or default of the con-
tractor. They arise also in instances
where the contractor requires similar

assurance. Included are such bonds as
bid, performance, payment, advance
payment, infringement, and fidelity
bonds.

(b) Costs of bonding required pursu-
ant to the terms of the contract are al-
lowable.

(c) Costs of bonding required by the
contractor in the general conduct of its
business are allowable to the extent
that such bonding is in accordance
with sound business practice and the
rates and premiums are reasonable
under the circumstances.

31.205-5 [Reserved]

31.205-6 Compensation for personal
services.

(a) General. Compensation for per-
sonal services includes all remunera-
tion paid currently or accrued, in
whatever form and whether paid imme-
diately or deferred, for services ren-
dered by employees to the contractor
during the period of contract perform-
ance (except as otherwise provided for
in other paragraphs of this subsection).
It includes, but is not limited to, sala-
ries; wages; directors’ and executive
committee members’ fees; bonuses (in-
cluding stock bonuses); incentive
awards; employee stock options, and
stock appreciation rights; employee
stock ownership plans; employee insur-
ance; fringe benefits; contributions to
pension, other postretirement benefits,
annuity, and employee incentive com-
pensation plans; and allowances for off-
site pay, incentive pay, location allow-
ances, hardship pay, severance pay, and
cost of living differential. Compensa-
tion for personal services is allowable
subject to the following general cri-
teria and additional requirements con-
tained in other parts of this cost prin-
ciple:
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(1) Compensation for personal serv-
ices must be for work performed by the
employee in the current year and must
not represent a retroactive adjustment
of prior years’ salaries or wages (but
see 31.205-6 (9), (h), (J), (k), (m), and (o)
of this subsection).

(2) The compensation in total must
be reasonable for the work performed;
however, specific restrictions on indi-
vidual compensation elements must be
observed where they are prescribed.

(3) The compensation must be based
upon and conform to the terms and
conditions of the contractor’s estab-
lished compensation plan or practice
followed so consistently as to imply, in
effect, an agreement to make the pay-
ment.

(4) No presumption of allowability
will exist where the contractor intro-
duces major revisions of existing com-
pensation plans or new plans and the
contractor—

(i) Has not notified the cognizant
ACO of the changes either before their
implementation or within a reasonable
period after their implementation, and

(i) Has not provided the Govern-
ment, either before implementation or
within a reasonable period after it, an
opportunity to review the allowability
of the changes.

(5) Costs that are unallowable under
other paragraphs of this subpart 31.2
shall not be allowable under this sub-
section 31.205-6 solely on the basis that
they constitute compensation for per-
sonal services.

(b) Reasonableness. The compensation
for personal services paid or accrued to
each employee must be reasonable for
the work performed. Compensation will
be considered reasonable if each of the
allowable elements making up the em-
ployee’s compensation package is rea-
sonable. This paragraph addresses the
reasonableness of compensation, except
when the compensation is set by provi-
sions of a labor-management agree-
ment under terms of the Federal Labor
Relations Act or similar state statutes.
The tests for reasonableness of labor-
management agreements are set forth
in paragraph (c) of this subsection. In
addition to the provisions of 31.201-3, in
testing the reasonableness of indi-
vidual elements for particular employ-
ees or job classes of employees, consid-

31.205-6

eration should be given to factors de-
termined to be relevant by the con-
tracting officer.

(1) Among others, factors which may
be relevant include general conformity
with the compensation practices of
other firms of the same size, the com-
pensation practices of other firms in
the same industry, the compensation
practices of firms in the same geo-
graphic area, the compensation prac-
tices of firms engaged in predomi-
nantly non-Government work, and the
cost of comparable services obtainable
from outside sources. The appropriate
factors for evaluating the reasonable-
ness of compensation depend on the de-
gree to which those factors are rep-
resentative of the labor market for the
job being evaluated. The relative sig-
nificance of factors will vary according
to circumstances. In administering this
principle, it is recognized that not
every compensation case need be sub-
jected in detail to the tests described
in this cost principle. The tests need be
applied only when a general review re-
veals amounts or types of compensa-
tion that appear unreasonable or un-
justified. Based on an initial review of
the facts, contracting officers or their
representatives may challenge the rea-
sonableness of any individual element
or the sum of the individual elements
of compensation paid or accrued to par-
ticular employees or job classes of em-
ployees. In such cases, there is no pre-
sumption of reasonableness and, upon
challenge, the contractor must dem-
onstrate the reasonableness of the
compensation item in question. In
doing so, the contractor may intro-
duce, and the contracting officer will
consider, not only any circumstances
surrounding the compensation item
challenged, but also the magnitude of
other compensation elements which
may be lower than would be considered
reasonable in themselves. However, the
contractor’s right to introduce offset-
ting compensation elements into con-
sideration is subject to the following
limitations:

(i) Offsets will be considered only be-
tween the allowable elements of an em-
ployee’s (or a job class of employees’)
compensation package or between the
compensation packages of employees
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in jobs within the same job grade or
level.

(ii) Offsets will be considered only be-
tween the allowable portion of the fol-
lowing compensation elements of em-
ployees or job classes of employees:

(A) Wages and salaries.

(B) Incentive bonuses.

(C) Deferred compensation.

(D) Pension and savings plan bene-
fits.

(E) Health insurance benefits.

(F) Life insurance benefits.

(G) Compensated personal absence
benefits. However, any of the above ele-
ments or portions thereof, whose
amount is not measurable, shall not be
introduced or considered as an offset
item.

(iii) In considering offsets, the mag-
nitude of the compensation elements in
question must be taken into account.
In determining the magnitude of com-
pensation elements, the timing of re-
ceipt by the employee must be consid-
ered.

(2) Compensation costs under certain
conditions give rise to the need for spe-
cial consideration. Among such condi-
tions are the following:

(i) Compensation to (A) owners of
closely held corporations, partners,
sole proprietors, or members of their
immediate families, or (B) persons who
are contractually committed to ac-
quire a substantial financial interest in
the contractor’s enterprise. Determina-
tion should be made that salaries are
reasonable for the personal services
rendered rather than being a distribu-
tion of profits. Compensation in lieu of
salary for services rendered by partners
and sole proprietors will be allowed to
the extent that it is reasonable and
does not constitute a distribution of
profits. For closely held corporations,
compensation costs covered by this
subdivision shall not be recognized in
amounts exceeding those costs that are
deductible as compensation under the
Internal Revenue Code and regulations
under it.

(if) Any change in a contractor’s
compensation policy that results in a
substantial increase in the contractor’s
level of compensation, particularly
when it was concurrent with an in-
crease in the ratio of Government con-
tracts to other business, or any change
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in the treatment of allowability of spe-
cific types of compensation due to
changes in Government policy. Con-
tracting officers or their representa-
tives should normally challenge in-
creased costs where major revisions of
existng compensation plans or new
plans are introduced by the contractor,
and the contractor—

(A) Has not notified the cognizant
ACO of the changes either before their
implementation or within a reasonable
period after their implementation; and

(B) Has not provided the Govern-
ment, either before implementation or
within a reasonable period after it, an
opportunity to review the reasonable-
ness of the changes.

(iii) The contractor’s business is such
that its compensation levels are not
subject to the restraints that normally
occur in the conduct of competitive
business.

(iv) The contractor incurs costs for
compensation in excess of the amounts
which are deductible under the Inter-
nal Revenue Code and regulations
issued under it.

(c) Labor-management agreements. If
costs of compensation established
under ‘““arm’s length’’ negotiated labor-
management agreements are otherwise
allowable, the costs are reasonable if,
as applied to work in performing Gov-
ernment contracts, they are not deter-
mined to be unwarranted by the char-
acter and circumstances of the work or
discriminatory against the Govern-
ment. The application of the provisions
of a labor-management agr